ANALYSIS OF ORIGINAL BILL

Franchise Tax Board

Author: Ducheny Analyst: Jeani Brent Bill Number: AB 489
Related Bills: Telephone: 845- 3410 Introduced Date: 02/18/1999
Attorney:  Doug Br amhal | Sponsor:

SUBJECT: Unenpl oynent | nsurance Taxes and Enpl oynment Trai ni ng Taxes on Tips

SUMVARY

Under the Bank and Corporation Tax Law and the Personal |Income Tax Law, this bil
woul d all ow enployers a tax credit equal to the ampunt paid or incurred in the
taxabl e or incone year for unenploynment insurance taxes and enpl oynent training
taxes on tips.

EFFECTI VE DATE

As a tax levy, this bill would becone effective upon enactnment. The bil
specifies that the tax credits would apply to taxable or income years beginning
on or after January 1, 2000.

SPECI FI C FI NDI NGS

Under the Revenue and Taxation Code, existing state |aw provides various tax
credits that are designed to provide tax relief for taxpayers who nust incur
certain expenses (e.g., renter’s credit) or to influence behavior, including
busi ness practices and decisions (e.g., research credits).

Under the Unenpl oynment Insurance Code, existing state |aw generally requires

enpl oyers to nmake contributions to the Unenpl oynent Fund based on specified
percent ages of wages paid to enployees. |In addition, this code requires enployer
to make contributions into the Enploynment Training Fund in the anount of 1% of
wages paid to enpl oyees.

Under the Unenpl oynent I|nsurance Code, wages generally are defined as al
remunerati on payable to an enpl oyee for personal services, including comm ssions
and bonuses, and the reasonabl e cash value of all renuneration payable to an
enpl oyee in any nedium ot her than cash. However, only the first $7,000 paid to
an individual by an enpl oyer during any cal endar year is included in the
definition of wages. Wages also include all tips that are received while
perform ng services which constitute enploynent and that are reported to the
enpl oyer as required.

AB 489 woul d al |l ow enpl oyers a tax credit equal to the anmount paid or incurred in
the taxable or incone year for unenploynment insurance taxes and enpl oynent
training taxes on tips. |If the taxpayer could not use the entire credit in the
year clainmed, the excess credit anount could be carried over for up to 15 years.
The taxpayer would be required to reduce that portion of the ordinary and
necessary busi ness expense deduction by an anount equal to the anount of the
credit attributable to the wages for which the credit was all owed.

Board Position: Department Director Date
S NA _____NP
SA 0] —__NAR
X N OUA ____ PENDING Gerald Goldberg 4/8/1999

C:WINDOWS\TEMP\AB 489 02-18-1999 BASF.DOC
LSB TEMPLATE (rev. 6-98) 04/20/99 9:27 AM



Assenbly Bill 489 (Ducheny)
I ntroduced February 18, 1999
Page 2

Since this bill does not specify, the general rules in state tax |aw regarding
the division of credits anong taxpayers who share in the costs would apply and
this credit would not reduce regular tax below tentative mninmumtax for the
pur poses of alternative m nimumtax.

Pol i cy Consi derati ons

This bill provides a credit equal to 100% of taxpayer costs, which is
unprecedented as a matter of state tax policy.

Conflicting tax policies come into play whenever a credit is provided for an
expense itemfor which preferential treatnent is already allowed in the form
of an expense deduction or depreciation deduction. This new credit would
require an adjustnment to reduce basis in order to elimnate the double
benefit of receiving both the credit and the expense deduction. However,
this adjustnment would create a state and federal difference, which is
contrary to the state's general conformty policy.

This bill provides a credit for costs that are required by law Typically,
credits are authorized as incentives to encourage behavior, not as an offset
t o mandat ed costs.

Tax credits generally are enacted with a sunset date to ensure periodic
review of their effectiveness by the Legislature. This credit does not
contain a sunset date.

| npl ement ati on Consi derati ons

Pursuant to a conversation with the author’s staff, anendnents are provided
that would resolve the follow ng inplenentation concerns. |If this bill is
anmended as proposed, inplenenting this bill would be acconplished during the
department’s normal annual update.

= This bill specifically states that the credit would be allowed “for
unenpl oynent i nsurance taxes and enpl oynent training taxes on tips.”
Thi s phrase | eaves uncl ear whether the credit is intended for all
unenpl oynent insurance taxes and only those enpl oynent training taxes
paid on tips, or whether the credit is intended for only taxes paid on
tips. The attached anmendnents would clarify that the credit woul d be
all owed for only taxes paid on tips.

= This bill uses the terns “unenpl oynment insurance taxes” and “enpl oynment
training taxes.” Neither termis defined. The attached anmendnents woul d
provide definitions by reference to definitions within the Unenpl oynent
I nsurance Code.

FI SCAL | MPACT

Depart nental Costs

If the bill is amended as proposed to resolve the inplenentation
consi derations addressed in this analysis, the departnment’s costs are
expected to be m nor.
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Tax Revenue Esti mate

This estimate is based on the assunption that the unenpl oynent insurance
taxes and enpl oynment training taxes are on the portion of tip incone only,
not ot her wages and sal ari es.

Fi scal Year Cash Fl ow
Ef fective 1/1/ 2000
Enact ment Assumed After June 30, 1999

$ MIlions
1999-0 2000- 01 2001- 02
(Negl i gi bl e*) (M nor**) (M nor**)

* Loss | ess than $50, 000
** On the order of $500, 000

Revenue Estimate Di scussion

The revenue inpact for this bill would be determ ned by those busi nesses
reporting tip income, the anount of tips reported by enployees, and the
anount of available tax liabilities of qualified enpl oyers.

This estimte was devel opnment with the following information. According to
t he Enpl oynment Devel opnent Departnent (EDD), enployers are required to pay a
certain percentage anount for unenploynment insurance taxes and enpl oynent
training taxes on wages earned up to the first $7,000 of wages for each
enpl oyee per cal endar year. The percentage anmount fluctuates from one
business to another. EDD bases the percentage anount on the nunber of

enpl oyees, anmpunt of clains filed, and the nunber of layoffs in any given
year. The statew de average for unenpl oynment insurance i s approxi mately
2.6% or a maxi num of $182 per enpl oyee, per year ($7,000 x 2.6% and the
average enploynent training taxes is approximtely 0.1% on the sane $7, 000
of incone, or $70 per year, per enployee ($7,000 x 0.19%.

According to EDD, approximately 200,000 waitresses and waiters work in
California. The mgjority of these individuals make nore than $7, 000 per
year in wages al one, and nost enployers would pay the maxi mumin

unenpl oynent insurance taxes and enpl oynent training taxes without regard to
tip income. |f enployers pay $50 in unenpl oynent insurance taxes and

enpl oynment training taxes on tip incone for as many as 5% of these workers
(.05 x 200,000 = 10,000), the potential revenue |oss would be on the order
of $500,000. The nunber of additional enployees in other occupations that
receive significant anounts of “tip” inconme reported to enployers is not
expected to be significant. Therefore, the revenue inpact is estimated to
be minor in any given year.

POSI T1 ON

At its March 23, 1999, neeting, the Franchise Tax Board voted 2-0 to take a
neutral position on this bill.
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FRANCH SE TAX BOARD S
PROPCSED AMENDIVENTS TO AB 489
As Introduced February 18, 1999

AVENDMENT 1
On page 2, nodify lines 1 through 5, as foll ows:

taxabl e year by the taxpayer
tratni-ng-taxes on tips reported by his or her enpl oyees pursuant to Section 13055
of the Unenpl oynent Insurance Code for unenpl oynent insurance taxes and
enpl oynment training taxes.

(b) For purposes of this section:

(1) “Unenpl oynment insurance taxes” neans enployer contributions to the
Unenpl oynent Fund pursuant to Section 977 of the Unenpl oynent | nsurance Code.

(2) “Enploynment training taxes” means enpl oyer contributions to the
Enpl oynent Trai ni ng Fund pursuant to Section 976.6 of the Unenpl oynent | nsurance
Code.

(3) “Tips” has the neaning provided in Section 927 of the Unenpl oynent
I nsur ance Code.

(c) In the case where the credit allowed under this

AMENDMENT 2

On page 2, lines 9, strikeout “(c)” and insert:

(d)

AVENDMENT 3
On page 2, nodify lines 20 through 24, as foll ows:

by the taxpayer
tips reported by its enployees pursuant to Sectlon 13055 of t he Unenploynent
I nsurance Code for unenpl oynent insurance taxes and enpl oynent training taxes.
(b) For purposes of this section:
(1) “Unenpl oynment insurance taxes” neans enployer contributions to the
Unenpl oynent Fund pursuant to Section 977 of the Unenpl oynent | nsurance Code.
(2) “Enploynment training taxes” nmeans enpl oyer contributions to the
Enpl oynent Trai ni ng Fund pursuant to Section 976.6 of the Unenpl oynent | nsurance
Code.
(3) “Tips” has the neaning provided in Section 927 of the Unenpl oynent
I nsur ance Code.
(c) In the case where the credit allowed under this

AMENDMENT 4

On page 2, lines 28, strikeout “(c)” and insert:

(d)



